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PREFACE

and N; and Volume 7, Appendices O, P, and Q.

This is Volume 8 of an eight-volume report; this volume consists of
Appendices R and S. Volume 1 describes the findings, conclusions, and
recommendations of our study of public/private ventures in the financing,
construction, and operation of Navy morale, welfare, and recreation (MWR) facilities.

Volume 2 presents Appendices A through E; Volume 3, Appendix F; Volume 4,
Appendices G, H, and I; Volume 5, Appendices J, K, and L; Volume 6, Appendices M
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APPENDIX R

AN APPROACH FOR A PUBLIC-PRIVATE VENTURE
INNAVY CLUBS: NASALAMEDA
AND NAS MOFFETT FIELD




PREFACE

Appendix R was originally published separately as a temporary LMI report
with a restricted distribution. We have reprinted it here with no changes. Thus,
material in the original document or appended to it bears the same numbering and
designation it did when previously published.
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AN APROACH FOR A PUBLIC-PRIVATE VENTURE
INNAVY CLUBS: NAS ALAMEDA AND
NAS MOFFETT FIELD

INTRODUCTION AND BACKGROUND

The Military Services are looking to the private sector as a means to improve
the efficiency and quality of Morale, Welfare and Recreation (MWR) functions and to
compensate for the loss of appropriated fund support. The Logistics Management
Institute (LMI) was tasked to study the feasibility of an approach in which
contractors would have full responsibility for operating these activities in a public-
private venture (PPV). This portion of the study addresses military officers and
enlisted clubs and was divided into two phases. The first phase of the study was site-
specific and addressed clubs at a single installation, Naval Training Center (NTC)
Orlando. Thisis the second phase of the study and addresses regional approaches for
PPVs at Navy clubs.

We selected the clubs at NAS Alameda and NAS Moffett Field for the second
phase of our study. We analyzed the feasibility of pursuing a PPV and compared the
economics of a PPV with continued in-house operation of the clubs. Briefly, in a
PPV, the installation’s nonappropriated fund instrumentality (NAFI) at the
installation contracts with a private company for the operation, including any
capital improvements, of the clubs for a number of years. The NAFI normally does
not make any guarantees and does not provide any payment to the contractor, and
the contractor operates the center at his own risk of profit or loss, possibly sharing
profits with the NAFI. As part of our analysis, we discussed the construction,
renovation, financing, and operation of military clubs with a number of industry
sources, including representatives of the club, restaurant, and cafeteria segments of
the industry, as well as consultants to the industry. We based our financial analyses
on data and information from the Navy, industry representatives, and industry
consultants.

In the initial pilot study of the club system at NTC Orlando, we focused on the
clubs at a single installation. Our conclusion for NTC Orlando was that a PPV forits
clubs would be feasible and desirable from both the installation’s and a contractor’s




perspective. For the second pilot study, we decided to evaluate another alternative
approach for club PPVs. A “regional package” PPV club approach was evaluated for
NAS Alameda and NAS Moffett Field. There were several reasons for evaluating a
regional package. First, the leading companies in the industry tend to operate under
a regional approach. The food and beverage service industry is extremely
competitive, and geographic regionalization provides companies with managerial
and economic efficiencies. Therefore, we believe that the Navy will profit more by
offering forms of regional club packaging rather than by entering into PPVs on an
installation by installation basis. In other words, overhead and other costs will be
lower in a two-installation club PPV than the combined overhead and other costs in
two separate club PPVs. Leading companies in the industry will be more interested
in bidding due to the greater probability, and size of potential profits. Therefore, the
two installations, and the Navy as a whole, will receive lower prices, better quality
service, and/or greater profit-sharing payments under a regional package PPV club
than with two separate PPVs for the same clubs.

A second reason for pursuing a regional club package is that it exemplifies
many of the difficult issues that installations and the Navy must soon address with
respect to clubs. Navy clubs, probably more than any of the other MWR revenue
generators, are in serious financial jeopardy due to the loss of appropriated fund
(APF) support because they have received greater percentages of APF subsidy
(typically 15 to 20 percent of revenues and even higher in some cases). And, since
the other revenue generators (e.g., bowling, golf, marinas, etc.) are also losing APF
support, installations are less able to subsidize financially ailing clubs from other
profit centers. Further, the financial strain on the entire MWR system will become
more intense as APF subsidies dwindle. There just is not going to be enough money
to go around in the MWR arena for making needed capital improvements and adding
new facilities in the club system. Regional PPVs may provide an opportunity for
assistance in some situations so that the MWR system can become more self-
sustaining.

The club system is already having to make changes in order to survive, and
more adjustments will likely be necessary. A regional package PPV will provide an
important opportunity to address the issues that these changes imply and hopefully
provide successful solutions. For example, can a regional package, with its
managerial and operational economies, save a club that might otherwise be forced to




close or otherwise change its scope of operations in undesirable ways? Can a
regional package provide a larger net revenue to the respective installation’s NAF
funds than individual installation management of clubs? And, can a regional
package successfully coordinate the management and contracting of MWR
operations among multiple installations? We believe that these issues must be
addressed, and the regional package PPV is an effective means to explore solutions
to the questions.

NAS Alameda and NAS Moffett Field, as a pair of geographically colocated
installations, were selected for several reasons. The first reason is that each has at
least one club that is currently unprofitable. The second reason is that both have an
excess of club buildings and some buildings that may soon need significant capital
improvements. A PPV can provide outside funding for such projects. The third
reason is that both installations are part of the same Navy subclaimant — Naval Air
Force Pacific Fleet NAVAIRPAC). We think it is wise to address the administrative
issues within the same Navy management substructure first.

We believe that a single PPV for all clubs at NAS Alameda and NAS Moffett
Field would be economically feasible. We estimate that the PPV could return at
least $250,000 to $400,000 per year, in total, to the installations’ NAF funds. Also,
the PPV could provide at least $100,000 in annual capital improvements to the
installations’ clubs. The Navy would save an additional $350,000 per year in
employee fringe benefit costs.

We recommend that NAVAIRPAC and the installations work together to
contract for a PPV for their clubs. As part of the PPV, we recommend that repairs
and maintenance to maintain the “structural integrity” of the club facilities
continue to be financed by appropriated funds, since these represent income-in-kind
to the local NAFs regardless of whether the center is a PPV or in-house operation.

The remainder of the paper describes the analysis and the reasoning that led to
our conclusions and recommendations.

EXISTING NAS ALAMEDA CLUB FACILITIES AND OPERATIONS

NAS Alameda is a relatively large installation. As a naval air station, it is a
homeport for carrier-based aircraft, and it supports a naval station as a tenant with




twelve ships assigned, including aircraft carriers. The population of authorized
users is 22,463, comprised of:

Active Duty Officers 400
Active Duty Enlisted and CPOs (E1-E9) 1,915
Military (Shipboard) 10,000
Dependents 3,050
DoD, NAF and Contractors 5,098
Retirees (Alameda and Oakland) 1,000

Total 22,463

As can be seen from these figures, the clubs at NAS Alameda have a relatively
large market of active duty, dependents, retired and other authorized civilians from
which to draw patrons. When any ships are at sea, the active duty numbers can drop
significantly (10,000 shipboard personnel). Also, NAS Alameda expects to lose ap-
proximately 2,200 in total base population when a carrier is reassigned to a new
homeport within 2 years. However, we counted only the retirees in Alameda and
Oakland counties. The total retiree population in the Bay area is 17,000 Navy
personnel and 42,000 DoD personnel.

NAS Alameda is geographically located on the east side of the San Francisco
Bay, less than a mile south of the Bay Bridge (Interstate 80) which connects San
Francisco to Alameda. The installation is surrounded on its three land-sides by
densely configured private industrial and commercial areas. The surrounding
counties of Alameda and Oakland form a relatively large metropolitan area on the
east side of the Bay.

The clubs at NAS Alameda face substantial off-base competition from the large
number and variety of eating and drinking establishments in the Bay area,
including San Francisco. In addition, there are a number of other military
installations in the Bay area that may be regarded as competition. However, these
other military installations also are part of the potential market for a good PPV
contractor. In fact, NAS Alameda club managers stated that they currently receive
some patronage from Naval Station Treasure Island which is located midway across
the Bay Bridge, and even some patrons from NAS Moffett Field.




There are currently three clubs at NAS Alameda: an officers’ club, an enlisted
club (E1 —-E5) and a “top four” enlisted club (E6 —E9). Table 1 provides a summary
of income and expenses for all these clubs.

Officers’ Club

The officers’ club was built in 1948 and is generally in very good condition. The
club has recently undergone major renovations to its interior that were completed in
September 1988 from the funds indicated:

e New office space and reception area (NAF)
® Snack bar and ladies restroom renovation (NAF)

¢ Large dining room/ballroom renovation (APF because damage had been
caused by the installation’s water system).

The kitchen is large and adequate for the facility, and all the equipment
appeared to be new. Appropriated funds were recently used for freezer maintenance
and roof repair.

The officers’ club has a total of 29,000 square feet, with five dining rooms that
range in capacity from 30 to 400 seats, with a total seating capacity of 905 seats. In
addition, there is a large 2,700 sq. ft. bar/cocktail lounge and a fast food/snack bar
operation. There is also a large patio adjoining the main dining room that can be
used either separately or in conjunction with the main dining room. Also, there are
two large administrative offices in the facility located close to the main work areas.

The officers’ club has two parking areas with 250 total spaces. The facility is
conveniently located two blocks from the BOQ, one block from the nearest on-base
housing, and 1 1/2 miles from off-base housing.

The club currently has a staff of 55 employees and an annual payroll of about
$600,000. The club does a brisk business, serving about 90,000 meals per year, or
about 1,700 meals per week. About 1,200 private parties are also held at the club
each year. A relatively large pizza operation, at a separate facility close to the ships,
is also operated by the club’s management. There is ample seating and kitchen
capacity for significant increases in business at the club and the pizza facility.

In FY87, the officers’ club had total revenue from all operations of $1,581,604.
Most of this revenue v:as derived from food operations: $873,762 from the club’s food




operations, and $340,000 from the pizza facility (included under minor operated
departments). Club bar revenues were $219,411, private parties generated $33,820,
and bingo produced $45,000. Although the total club operations showed a profit of
$201,473, appropriated fund reimbursement was $126,844 and consolidated package
store (CPS) profit distributions were $37,680. In addition, utilities will now cost the
club about $90,000 per year. Therefore, the club lost $71,051 when APF and CPS
subsidies are removed, generating little or no internal funds for future major repairs
or capital improvements. When central Navy fringe benefits — paid by the Naval
Military Personnel Command (NMPC) and estimated at 10 percent of salaries — are
also subtracted, the total Navy loss was $185,695.

Top Four Club

The Top Four Club, formerly the CPO club, is a CPO/enlisted (E6 —E9) club.
Built in 1976, the facility is in reasonably good condition. The building itself is
rather small, with only 10,000 square feet. There is one main dining area which can
be sectioned off with flexible partitions into three areas. There is a main bar, a
stage, and a dance floor area. Total seating capacity is 390. There is one parking lot
with 100 spaces. The Top Four Club is located one block from the BEQ, a block from
on-base housing, and 1 1/2 miles from off-base housing.

The facility lacks a storage area, and has no employee areas other than the
kitchen. The furniture, fixtures, and carpet are of fair quality and condition. There
have been no recent renovations to the facility except for the roof that was replaced
2 years ago. The club serves lunch Tuesday through Friday, averaging 150 patrons
per lunch. Dinner is served on Thursday through Saturday evenings, with only
30 persons per meal. Therefore, approximately 690 meals are served per week, or
about 36,000 meals per year. The club also hosts about 100 private parties per year.
There is more than ample kitchen and seating capacity to expand patronage.

The Top Four Club has 35 employees and shares another seven administrative
and janitorial employees with the enlisted club, with a total direct salary expense of
about $215,000 per year.

The club does not charge membership dues. In FY 1987 it had total revenues of
$787,753. Unlike the officers’ club, less than half of its revenues were from food .
Bar revenues were $355,681 and a bingo operation generated the remaining
$127,810. Total net profits with subsidies were $22,397, almost all of which were




attributable to net profits of the bar and bingo operations. The club received very
little in the way of APF support other than utilities. Therefore, after APF and CPS
subsidies are subtracted, the club lost $111,196. The total Navy loss is $133,108 (see
Table 1).

Enlisted Club

The third club at NAS Alameda is the enlisted club. Although the structure is
50 years old, it recently underwent a $400,000 renovation and appears to be in very
good condition. $100,000 of the renovation was spent for a video/light show that has
been extremely popular. Plans include an additional $250,000 for renovations to the
interior. The club has no parking, however.

The club is a two-story facility, with 23,465 square feet. The only food service is
a small fast food/snack bar that seats 25. The main bar area seats 134 and has a
large dance area. Another bar area, with a view of the main bar and dance area,
seats 120, and the game room seats 35. The club is conveniently located next door to
the BEQ, two blocks from on-base housing, and 1 1/2 miles from off-base housing.

The enlisted club has 20 employees and shares seven administrative and
janitorial employees with the Top Four Club. Annual direct salary expenses are only
$101,607. The club does very little food business, amounting to only $66,000 per
year. On the other hand, bar sales were $565,808 in F'Y 1987. A deli in the bowling
alley is also part of the enlisted club operation and added a significant $304,000 to
food revenues. Miscellaneous revenues were $22,220. Total enlisted club revenues
were therefore $358,108. Led by the high bar profits, the enlisted club showed a total
profit with subsidies of $250,286 in FY 1987. The enlisted club received virtually no
appropriated fund support in 1987 except for $120,000 in utilities. Therefore, after
APF and CPS subsidies are subtracted, the enlisted club still has a profit of
$116,693. Total Navy profits, after subtracting employee fringe benefit costs, are
$99,584 (see Table 1).

The enlisted club packs the sailors in on Friday and Saturday nights, but does
little business at other times. Therefore, there is ample capacity for increasing other
business at the enlisted club. The enlisted club, like the Top Four and officers’ club
at NAS Alameda, does not charge dues. However, the enlisted club levies a cover
charge on Friday and Saturday nights with no adverse effects.
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The enlisted club, therefore, is the only clearly profitable club, after
subtracting APF and CPS subsidies, at NAS Alameda. After NMPC fringe costs are
accounted for, the enlisted club profits are the only thing that keeps the total Navy
profit positive.

Management of the three clubs was not able to give us a specific figure on the
approximate ratio of club prices to off base prices. However, they indicated that the
relatively high prices for food off base has allowed them to keep club prices fairly
high. (We noted, for example, that the price of beverages at the pizza parlor were the
same as off base, although the on-base pizza price was less.) In addition, according to
club management, the officers’ club recently instituted substantial price increases
with no apparent effect on patronage. We conclude from our site visit and our
analysis that the clubs are well-patronized, each has some excess capacity (especially
the Top Four and enlisted clubs), and there remains further market potential to
increase patronage. We also conclude that slight price increases, or the introduction
of dues, if combined with increased facilities or services, would not significantly
reduce patronage.

The MWR Department of NAS Alameda is not necessarily interested in
privatizing the clubs. However, the CO expressed a willingness to consider the
concept if it could provide additional benefits to the installation.

EXISTING NAS MOFFETT FIELD CLUB FACILITIES AND OPERATIONS

NAS Moffett Field is also a relatively large installation. It is not only a
homeport for patrol aircraft, it hosts part of the National Aeronautics and Space
Administration (NASA) with 1,647 employees. Lockheed Company also has large
facilities next to the installation and employs 30,000 people, and many of the
Lockheed managers use the officers’ club, especially for parties. The population of
authorized users is approximately 21,910, comprised of:

Active Duty Officers 1,100
Active Duty CPOs 800
Enlisted (E1-E6) 3,000
Dependents 12,250
DoD, NAF and contractors 613
NASA 1,647
Retirees 2,500

Total 21,010
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NAS Moffett Field is geographically located at the southern end of San
Francisco Bay, surrounded by very nice suburbs and defense-related industries.
Both San Francisco and Alameda/Oakland are easily accessible by car in less than
an hour.

There are three clubs at NAS Moffett Field: an officers’ club, a CPO club, and
an enlisted club. As can be seen from the population figures, the clubs at Moffett
Field have an excellent market of authorized users from which to draw patrons. The
population does not fluctuate significantly since there are no shipboard personnel,
and no changes in mission or staffing at the installation are expected in the
foreseeable future.

Table 2 provides the FY87 income statements for the clubs at NAS Moffett
Field.

Officers’ Club

The officers’ club, although built in 1933, appeared to be in fairly good
condition, with a nice decor. A new roof has just been installed using APF. A
$300,000 renovation project, primarily for carpet, wallcovering, lighting, new bar
areas, and other redecorating, is scheduled for this year. The facility is located near
the BOQ. There is parking for 150 cars plus overflow when the commissary is closed
across the street. There is no room to expand parking, unfortunately.

The kitchen is large, well laid-out, and has all new equipment. An NMPC club
representative called it, “the best kitchen I have seen at a Navy installation.”

The club is large, but it is divided into a number of different dining and bar
areas by fixed partitions. Part of the planned renovations call for more flexible
partitions to allow larger groups to be seated together. The largest dining room seats
only 125, and there is one large area in the back that is rarely used. The club serves
150 lunches, Tuesday through Friday; 150 dinners, Thursday through Sunday; and
100 breakfasts on Sunday. Reservists are served lunch on alternate Saturdays.
Therefore, the club serves about 70,000 meals per year. In addition, the club
averages about 50 private parties per month. These figures are well below the
facility’s capacity and potential market. Clubmanagement hopes that the planned

10
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renovation will significantly boost patronage. Currently, the club’s patronage is
10 percent active duty and 90 percent retirees.

The club currently employs about 50 personnel, mostly intermittent, with a
total annual payroll of about $375,000. In 1987, the club’s revenue from all
operations was $1,232,608, of which $953,454 came from food, $228,304 came from
the bar, and $50,850 came from bingo. Despite these relatively high revenues, the
club showed a profit of just $114,971 before subtracting subsidies. APF direct
reimbursement was $199,894, and APF utility subsidies were an additional $44,400.
In addition, the club’s share of CPS distributions was $43,586. Therefore, after APF
and CPS subsidies are eliminated, the officers’ club lost $167,003. The total Navy
loss was $253,627. In a zero-APF environment, this degree of loss will cause a heavy
drain on other MWR resources. The club is implementing dues of $10 per month for
members, beginning October 1, 1988, to try to stem the losses.

CPO Club

The CPO club is also housed in a 1933 building but has had several additions
over the years, including a large dining room added about 10 years ago. The
building currently has about 16,000 square feet. Food and beverages are served in
five separate areas with seating for 75, 175, 175, 200, and 250 people. The interior
furnishizigs are in poor condition. The kitchen is much too small for the volume of
food prepared: it puts out more than twice the meals that the officers’ club does, with
only one-third the space. Like the officers’ club, a $400,000 redecorating project is
planned for the CPO club this year primarily for interior renovation with some
kitchen modernization but not expansion.

The CPO club is actually located off base, at an entrance gate to NAS Moffett
Field. The manager would like to open the facility to the general public but he is
afraid the chiefs might object. Active duty chiefs comprise one-fourth of the patrons,
the remainder are retirees. The chiefs oppose dues; they voted them down once.

The CPO club does a strong and growing business, serving 170,000 meals
(many more than any of the clubs at either NAS Alameda or NAS Moffett Field), and
catering 4,000 private parties per year. These are impressive numbers considering
the size and condition of the facility, and the fact that only five lunches and five
dinners are served per week.
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In FY87, the CPO club had total sales revenue of $1,596,982, only 20 percent of
which came from bar sales. Still, the club managed only $124,673 in profits before
subtracting subsidies. APF direct payments were $67,670, CPS profit distributions
were $43,586, and APF utility subsidies were $36,000. Therefore, after subsidies are
subtracted, the CPO club lost $22,583. The total Navy loss, after subtracting
NMPC-paid employee fringes, was $90,220.

Enlisted Club

The enlisted club is in poor condition, physically and financially. Food and bar
sales are both down 50 percent from 3 years ago, partly due to alcohol
deglamorization, and partly due to McDonald’s. However, the facility and its
operations are probably also part of the problem. The wooden facility itself is over
40 years old. The rooms are small and the furniture, fixtures and other decor are in
poor condition. Some relatively small NAF renovations are underway.

One of the three bars is being closed. There are three dining rooms/lounges,
with total seating capacity of about 250 people. One of the bars is now an “all
hands” bar, but this apparently hasn’t helped sales significantly. The enlisted
persons form a stable shore duty population, and most have cars and are choosing to
go off base to eat and socialize. Club management claims that because it is difficult
for women to get on base, the enlisted men therefore want to go off base. Given the
condition of the club facilities, this is not surprising.

In spite of all of these problems, the enlisted club had sales revenues of
$973,753 in FY87. Only $208,092 came from food sales at the club, $120,776 in food
sales came from the golf snack bar, and the remaining $120,919 in food sales was
from private parties. Club bar sales accounted for $360,000 and golf bar sales were
$129,000. Bingo generated $34,868 in revenues. Food at the club was a losing
operation, serving only 60 lunches on weekdays, and no dinners. In total, the club
made a small profit of $61,338 before subtracting subsidies. APF direct payments
were zero; however, CPS distributions were $43,586, and APF utility subsidies were
another $18,000. Therefore, after subtracting subsidies, the enlisted club operations
essentially broke even. When NMPC-paid employee fringe benefits are subtracted,
the enlisted club had a total Navy loss of $45,802.
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Management of the clubs at NAS Moffett Field indicated that club food prices
are about 75 percent, and bar prices are about 50 percent, of average market prices.
We observed a lot of competition close by off base and in the Bay area in general.

NAS Moffett Field plans to spend $400,000 on an officers’ club that is losing
money and another $400,000 on a small CPO club that is losing money — both clubs
that already do a healthy business. The enlisted club is breaking even, but needs
renovation badly and may need a new building altogether. If the installation had to
borrow the money for these renovations, it probably would not be able to justify the
loan request. And more renovations, plus repairs and maintenance, will be needed
over the next 10 years of operation.

CONSOLIDATED CLUB FINANCIAL RESULTS

On a consolidated basis in FY87, the club system at NAS Alameda had
unsubsidized losses of $65,554 on total revenues from operations of $3.71 million.
Finally, if we subtract employee fringe benefits paid by NMPC, the total loss to the
Navy of the NAS Alameda club system is $219,219 (see Table 1).

At NAS Moffett Field, FY 1987 consolidated unsubsidized losses were $189,834
on total revenues from operations of $2.2 million. When we subtract from this figure
the employee fringe benefits paid by NMPC, the loss to the Navy of the NAS Moffett
Field clubs is $389,649 (see Table 2).

Therefore, the unsubsidized total Navy losses of these two club systems were
$608,868.

This scenario may be repeating itself at many installations throughout the
Navy. Something has to change if the club system is to remain economically viable
in a zero-APF environment.

ECONOMIC FEASIBILITY OF A PPV

We have made a thorough analysis of the feasibility of a PPV for the clubs at
NAS Alameda and at NAS Moffett Field. We examined typical financial statements
on private sector cafeteria, restaurant, and club operations from several companies
in the industry. In addition, we received data and analysis from a national
CPA/management consulting firm specializing in the hospitality industry. From
these data and analyses, we developed pro forma financial statements to represent




the operation of the combined NAS Alameda and NAS Moffett Field clubs under one
PPV contract. The results of this analysis are provided in Table 3.

Based on the assumptions that current pricing polices are maintained, no
membership dues are charged, and no initial capital improvements are mandated,
we estimate that a PPV contract would provide a pool of $250,000 to $400,000 in
additional profits (FY 1990 dollars) that could be shared between the contractor and
the two installations. In addition, the PPV contractor would provide $100,000 to
$150,000 in annual increments to an escrow fund for capital improvements. In total,
the PPV could provide between $350,000 and $550,000 in total payments to the club
system at these installations under current conditions. This compares to $255,388 in
total unsubsidized local NAF losses for clubs at these two installations combined at
the present time. It compares to $608,868 in total unsubsidized Navy losses for clubs
at these two installations at the present time.

Additional profit is the amount of profit over and above the minimum amount
necessary to attract a private contractor to enter into a PPV arrangement for the two
club systems. The minimum amount is the standard industry percentage of total net
profit as a percentage of total gross sales. PPVs for Navy clubs are a new concept;
the Navy is restricting the contractor’s market to current authorized users, and the
Navy is offering no revenue guarantees or other safeguards against monetary losses
to the contractor. Therefore, this initial Navy PPV club represents some degree of
additional risk to the contractor over and above normal market risk for similar
unrestricted ventures in the private sector. Therefore, a contractor may require
some amount of additional profit, over and above the minimum percentage, as
compensation for bearing this additional entrepreneurial risk of a PPV Navy club
system. The specific amount of additional profit required for this risk is uncertain at
this time and will vary from contractor to contractor based on each contractor’s
perception of the risk. The additional profit shown in Table 3 is therefore available
to be shared between the PPV contractor and the two installations. The actual
amount of NAF payments to the two installations from th.s pool of additional profits
will be determined by the selected PPV contractor’s contractual bid, and the actual
revenues generated by the club systems at NAS Alameda and NAS Moffett Field.

We would expect the PPV contractor to improve the quality of facilities and
services and pursue other policies to increase patronage. The PPV contractor would
have the motivation and flexibility to take these actions — that the NAF club system

15




‘aimnsuluswabeueyy rusitbay :3xnosg

69p'Z51$ 10 ‘SyudWaR0Idun
1e31ded 104 M0IIS3 SANUBABL 55046 40 3ua213d 7 € Bpnpur sasuadxd 1IINPUL SIION

£26'€8E $ 1403d jeUonIPPY
£20°'09Y J013e43u0) Aq pasinbas wnwiuw
9v6'Ev8 (saxe1 a1043q) 340.d 10N
$31J01d
601'€78'9 sasuadxa |ejo)
69v'0€1L°Z vanpu|
0v9°'Z69't wang
sasuadx3
$S0°299°L S3aNUIAIJ €10
L9E°0LY : syuswedap pajesado soulyy
S06'9iv'Z abesanag
£8L'6LL'Y $ poo4
sanuaAIY
qn|d $,199140

0661 Ad°Q1314 13440W SYN ANV VQIWVIV SYN ¥O4
NONMDIMOYd INIWILVLS IWOONI JUNLNIA ILVAIREDNENd AYYWNNS

€378Vl

16




does not always have — in order to increase revenues and profits. And, if the
contract is written properly (see next section), the NAF can share in the
entrepreneur’s increased business and profits. For example, a 20 percent increase in
revenues, which we consider feasible, could generate an additional $110,000 in
additional profits for the two installations, bringing the potential total to $650,000
per year. The implementation of dues at the officer’s and/or CPO/Top Four clubs
would contribute even more to the additional profit pool.

Another factor to be taken into account from the Navy’s perspective are hidden
subsidies that could be avoided with a PPV. One of these is the fringe benefits paid
by NMPC on behalf of all local NAF employees. Such fringe benefits as health and
life insurance and retirement are paid for by the Navy and the costs are not seen in
the financial statements of the the local NAF. Fringe benefits are estimated at 23
percent of direct salaries and wages. However, since the majority of club workers are
intermittents not receiving fringe benefits, we estimate these costs at 10 percent of
salaries and wages. This accounts for the $353,480 difference between unsubsidized
local NAF losses and total Navy losses. Another hidden subsidy is the amount of
capital improvements needed to keep the facilities in shape or to improve them.
Reserves for these amounts are not shown in the local NAF financial statements. A
PPV contractor would want to keep up the facilities to attract business and would be
required to do so under a PPV contract.

Our analysis was conducted using industry standard expense ratios, given the
same sales revenues that the clubs are currently experiencing. There are several
reasons why a PPV contractor, according to our estimates, is likely to be able to
make these two break-even club systems profitable. The managerial and financial
economies that can be realized by a regional package are important. National or
regional companies in the industry will be able to include the clubs within existing
regional management structure, thereby reducing overhead costs. PPV manage-
ment will have greater flexibility in employee scheduling and other personnel
decisions that may achieve direct salary and fringe benefit savings. PPV
supervisory personnel in each club will be given more economic and other incentives
to increase the efficiency of operation — incentives that are too often restricted or
unused in the military club system.

Another area that a PPV contractor may excel in is cost control. National firms
have developed detailed procedures to track and control food costs that they have




implemented successfully at hundreds, sometimes thousands, of restaurants. For
example, private companies tend to use computerized cash registers that track the
size and type of every item sold, by time of day and day of the week; and they know
from studies of all their restaurants the most efficient amount and cost of all inputs
to those items. Therefore, they are able to quickly analyze sales and costs of sales
(e.g., daily) from their automated files and identify and resolve inefficiencies before
they have significant effects on overall costs. In this and other ways, a good PPV
contractor will be able to achieve the industry standard expense ratios that we
applied to the club data in our analysis.

We conclude that a packaged PPV for the clubs at NAS Alameda and NAS
Moffett Field is feasible from the perspective of both the local installations’ and the
Navy’s perspectives. The PPV will definitely prevent out-of-pocket financial losses
to the MWR fund, provide a source of outside funds for capital improvements, and
eliminate $353,000 per year in fringe benefit expenses. Further, the PPV has the
potential to increase the quality of facilities and services and to provide a larger pool
of local NAF profits to be shared by the installations.

We believe that the regional packaging of two or more club systems will be the
most effective approach to Navy club privatization. The industry is organized on a
regional basis for sound economic and managerial reasons. The Navy should take
advantage of these economic and managerial efficiencies in those situations where it
decides to privatize clubs. The Navy will obtain better bids, from both an economic
and a quality of management standpoint, if it offers several, preferably many club
systems in a region in a single request for proposals (RFP). Our discussions with
industry representatives corroborate this recommended strategy.

PPVs for clubs should not be viewed as the only solution to increasing the
economic viability of the Navy club system in a reduced or zero-APF environment.
PPVs are one option that may be used in some, maybe even most, situations.
However, continued improvement of in-house funding and operation of clubs, along
with other changes in management, training, and operation deemed necessary by
NMPC, should combine with the PPV option to provide the Navy with a range of
alternatives for providing quality club facilities and services at all installations.
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STRUCTURE OF THE REQUEST FORPROPOSALS

The RFP should be as flexible as possible in order to take maximum advantage
of the private sector’s expertise in operating clubs and making capital improvements
to facilities. At the same time, positive incentives should be built into the contract to

motivate the contractor to maintain a military club atmosphere (e.g., esprit de corps,

appealing to junior officers and enlisted personnel, etc.). The main aspects of the
RFP should include:

Ten year contract, with two 5-year options

Option for contractor to cancel contract after 3 years, but by year 5 (i.e., in
years 4 or 5) compensation to contractor for unamortized portions of any
capital improvements

Contractor operations of all food and beverage operations at the club
facilities and at other facilities operated by the club

Contractor design, construction, and financing of any capital improvements
No mandatory initial capital improvements

Continued APF support for repairs to maintain the structural integrity of
facilities

Two percent of gross food and beverage revenues as capital improvements
escrow

Usage limited to currently authorized users only
Uncontrolled prices

All amusement machine revenues and expenses to be part of contractor’s
operation

Contractor to give current club employees a first right of refusal on jobs,
with no arbitrary dismissal for 180 days

Proposers to bid schedule of percentage of gross revenues to be paid to local
NAF

Installations to share NAF payments from contractor in proportion to
installation gross sales ratio as a percent of total gross sales

Use award fee contract to provide positive incentive to contractor to provide
the maintenance, cleanliness, and quality of operations that are desired by
each local installation advisory committee

19




® Routine maintenance and operations plan to be submitted with proposal.

The criteria for source selection should encompass four primary areas, with
weighting factors to be decided by the installations:

e NAF payments
® (Capital improvements plan and schedule
® Operations and maintenance plan

® Experience and performance history.

The industry prefers to deal with rather short contract terms, normally in the
range of 2 to 5 years with options for extension. Where there is major capital
investment required (e.g., extensive renovations or additions), companies require a
longer period in order to amortize the investment costs over a period approximately
equal to the useful life of the investment. We believe that some major capital
improvements may be required at some of the club facilities. Therefore, we
recommend a contract period of 10 years with two 5-year options.

The contractor should have an option to cancel the contract after 3 years, but no
later than the fifth year. Privatized military clubs are a new concept to the industry,
and, without income guarantees by the Navy, there needs to be an experimental
period in the contract to test the workability of the concept. This provision will
attract more bidders and should not be necessary in later PPV club contracts if
things work out well in this first project.

The contractor should be given every opportunity to manage all aspects of the
club systems at each installation, including ancillary facilities and services. These
would include such things as the bowling center deli and separate pizza facility at
NAS Alameda, the golf course snack bar and lounge at NAS Moffett Field, and all
amusement and other revenue generating operations at all club facilities. One
exception to this area may be telephones.

The contractor would be responsible for the design, financing, construction, and
operation of any capital improvements to any club facilities. Local, as opposed to
NAVFAC, construction codes and inspections should apply; however, the contractor
would have to have design plans approved by the installation for architectural
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compatibility with other structures on the base. The Navy would take title to any
additions as soon as they are completed.

There would be no mandatory initial capital improvements. A listing of
desired capital improvements for each facility would be provided in the RFP, and
proposers would be evaluated on proposed capital improvements. The base should
not restrict the redesign or consolidation of facilities in the RFP, and, instead, should
rely on the private contractor’s ingenuity to propose efficient alternative designs.
Two percent of gross food and beverage revenues should be placed in an escrow or
similarly secured account to be used only for the purpose of capital improvements
over the life of the contract. This ensures continued maintenance and upgrading of
the physical facilities.

We do not see a need, at this point, to open the club facilities to the general
public on a limited or unlimited basis. This should be kept open as an option by
NMPC to be discussed at an industry forum or bidders’ conference if the industry
feels that it is the only way they can be enticed to bid. NMPC should remain aware
that opening club facilities to the public, at least on a limited (e.g., membership)
basis, may be necessary in some PPV situations.

Prices in clubs should be uncontrolled. It is infeasible to establish an
objectively measurable standard of a certain percent of market prices. The food and
beverage items, and the clubs or restaurants to be surveyed, are too difficult to
define, let alone implement. We believe that local area competitive forces and the
contractor’s profit motive will function to provide quality products and services at
reasonable prices.

The contractor should provide current employees with a first right of refusal to
keep their jobs (for those positions that are not eliminated entirely), with no
arbitrary dismissal allowed during the first 180 days of the contract. The industry is
comfortable with this provision; they deal in this manner now when they take over
existing operations in the private sector.

Proposers would bid a schedule of gross revenues that would be shared with the
NAFI. This percentage may be fixed or varying, depending on each individual
bidder’s proposal. Proposers would be evaluated on this bid item. The two
installations should share any resulting NAF payments in proportion to gross
revenues generated by all club facilities at their respective installations. The
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installations may want to agree, before release of the RFP, to vary this arrangement.
For example, they may agree that the first one-half of the NAF payment is split
equally and the remainder on a percentage of gross basis.

Award fee should be included to allow each installation to influence qualitative
aspects of the contractor’s operation. For example, the contract may state that up to
20 percent of the monthly NAF payment may be rebated to the contractor for degrees
of performance in responding to the desires of the club advisory council. Examples of
such club advisory council desires would be: more live entertainment, attracting
more junior officers, attracting more active duty as compared to retired, etc. The
council can change its desires on a quarterly or semiannual basis. Studies have
found that relatively small award fees can bring about significant changes in
qualitative aspects of contractor operations.

Routine maintenance and operations plans should be a required submittal and
evaluated by the selection committee. The plan would become part of the contract
and must be followed by the contractor. Significant deviations from the plan should
be called to the attention of the contractor, and if not corrected within a predefined
time period, would be fixed by the NAFI and billed to the contractor.
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APPENDIX B

NAS MOFFETT FIELD FINANCIAL STATEMENTS FOR
FY 1985, FY 1986, AND FY 1987
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APPENDIX S

EXAMINING THE FEASIBILITY OF PRIVATE OPERATION
OF NAVY MOTION PICTURE THEATERS




PREFACE

Appendix S was originally published separately as a temporary LMI report with
a restricted distribution. We have reprinted it here with no changes. Thus, material
in the original document or appended to it bears the same numbering and designation
it did when previously published.
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EXAMINING THE FEASIBILITY OF PRIVATE OPERATION OF NAVY
MOTION PICTURE THEATERS

INTRODUCTION

This position paper provides an assessment of opportunities for private
operation of Navy motion picture theaters and detailed analysis and recommen-
dations on the feasibility of pursuing a private approach at a test site, Naval Base
(NB) Norfolk. Our findings strongly indicate that military motion picture theater
operations are not well suited for public-private ventures (PPVs), and thus we
recommend against pursuing a PPV request for proposals (RFP) for NB Norfolk.
This paper describes the background of the study and presents the analysis leading
to these recommendations.

BACKGROUND

The Military Services are looking to private-sector involvement as a means of
improving the efficiency and quality of military Morale, Welfare, and Recreation
(MWR) functions and to compensate for the loss of appropriated fund support. The
Navy has tasked the Logistics Management Institute (LMI) to study the feasibility of
providing MWR functions through PPVs, and one area considered for PPV is motion
picture theater operations. We have studied the feasibility of such a PPV and have
assessed a proposed PPV for the theater at NB Norfolk.

APPROACH

In the study, we used a three-step methodology. First, we interviewed industry
representatives to determine the operational and economic requirements of a theater
PPV. Second, we analyzed the feasibility and requirements of implementing such an
approach at NB Norfolk. That analysis combined the case study data and existing
theater operations with knowledge of private-sector theater operations. Finally, we
developed a pro forma income statement and market analysis to determine whether
the Norfolk site could be developed under a private lease.




NAVAL BASE, NORFOLK
Background of Site Selection

NB Norfolk was selected as a test site for the use of PPVs for Navy theaters
because of its large base population and because the base’s MWR services had
interest in building a new theater. The Navy felt that selection of an installation as
large as NB Norfolk would provide the user volume required to make a PPV feasible.
This test case could then be used to gauge the feasibility of PPVs at smaller bases.

Current On-Base Theater Facility

NB Norfolk currently operates a main theater on base as part of its MWR
activities. The theater building, constructed in the 1950s, was originally designed as
a large auditorium. Its total seating of 1,300 is split between the main-level theater
and a balcony. When showing movies, seating is restricted to the 615-seat main
level. MWR personnel at NB Norfolk have described the theater as being “more of a
barn than a theater.” At least part of this description may be attributed to its overall
size and poor acoustics. It does not have state-of-the-art equipment typical of a
modern theater. The sound system is a 35-year-old monosound system not suitable
for conversion to Dolby stereo or “surround sound.” Films use a 16-millimeter
format and are projected onto a flat screen. The theater does not have a full-service
concession stand but instead makes use of vending machines. The Navy has no plans
to replace equipment with more modern technology, nor does it plan to build a new
theater either on or off base in the near future.

Current On-Base Theater Operation

The NB Norfolk theater operation is typical of that of most shore-based Navy
theaters. The typical movie is shown 6 to 12 months after its premier, at about the
same time as it appears on cable television and is released for home video sales. NB
Norfolk shows two different movies a night, one at 5:30 p.m. and the other at
9:00 p.m. with the two films alternating times on successive days. All shows at the
theater are open to authorized users: military members and their families,
reservists, and retirees. Table 1 is a summary of authorized users by cawegory.

While military retirees are authorized to use the existing theater, they do not
do so very often. Civilian employees are not authorized to use it.




TABLE 1

AUTHORIZED USERS OF MOTION PICTURE

THEATER, NB NORFOLK

Military
Shore based personnel 28,250
Fleet unit personnela 24,259
Students and transient 6,950
personnel

Navy dependent personnelb 56,710
Total 116,169

Note: The data are estimates for FY87 and were provided by
NB Norfolk, Public Affairs Office, April 1988.

2 Approxtmately one-third of the 72,850 Fleet unit
personnel are in port at any one time.

® Military dependents are estimated by multiplying the total
permanent party military personnel by the percentage of
married personnel (60 percent) and multiplying the result by
the average number of dependents per family (1.8).

Theater attendance ranges from less than 50 to over 400 patrons per show.
From July 1987 to June 1988, the theater ran more than 200 movies, with a totai
attendance of 48,486. Table 2 provides a summary of movie patronage by month for
that time period. The price range for movie tickets is $1 to $2 for adults and 50 cents
to $1 for children, depending on the movie.

Navy Motion Picture Service

The same distribution channels used by all Navy theaters, the Navy Motion
Picture Service (NMPS), provides films to NB Norfolk. NMPS is responsible for
managing film and tape distribution to all ship and shore locations in the United
States and overseas. It procures leasing rights for films directly from the film
studios, and for each movie, orders 38 16-milimeter prints, and about 750 video
tapes, which it leases for a term of 3 to 4 years. It uses two different revenue sources
to purchase the film leases. For films and tapes provided to overseas or remote sites
and ships, it uses appropriated funds; for all other on-base theaters, it uses
nonappropriated funds (NAF) from the Navy Exchange. NB Norfolk falls into the
second category — its films are paid for with NAF resources. In FY88, NMPS
received approximately $2 million in NAF support for on-base theaters.




TABLE 2

NB NORFOLK MOTION PICTURE THEATER ATTENDANCE
(July 1987 - June 1988)

Attendance
Month
Adults Children

July 4,331 50
August 3,744 90
September 4,157 56
October 4,601 33
November 4,563 32
December 3,432 32
January 4,608 14
February 4,511 15
March 4,234 22
April 3,217 17
May 3,354 4
June 3,363 6

Totals 48,115 37

Total attendance 48,486

Source: Navy Motion Picture Service.

The cost of movies is not reimbursed by the base. The base retains ticket
revenues to pay for such items as equipment maintenance and to support the local
NAF. Conversely, Marine Corps and Coast Guard activities serviced by NMPS
typically pay about 50 percent of their ticket revenues to NMPS to help defray costs.

Discount Ticket Program for Off-Base Theaters

In addition to its on-base theater operations, the MWR office at NB Norfolk
maintains a program for buying movie tickets from local theaters. It purchases
tickets to first-run movies in blocks and sells them to military members at a
discount. The closest theater is 20 minutes driving time from the central base, and
the Navy does not currently provide transportation to the theaters. Table 3 shows
the approximate distance to private-sector theaters from the main base.




Approximately 75 percent of the tickets purchased are passed on to shipboard MWR
activities for sale to Fleet personnel.

TABLE 3
DISTANCE TO LOCAL THEATERS
FROM NB NORFOLK
Theater Appr_oxlmate
mileage
Terrace 6.0
Showcase 83
Janaf 10.5
Military Circle 11.0
Pembroke 145
Kemps River 15.0
Greenbriar 17.0
Lynnhaven 20.5

Despite the fact that local theaters are between 6 and 20 miles from base, the
program is well used. In 1987, the MWR office purchased and resold 40,523 movie
tickets. Based on ticket purchases through the first 6 months of 1988, that number
can be expected to increase to more than 65,000 by the end of 1988 and, in fact,
exceed the ticket sales for films shown on base.

The Mall Concept

Part of NB Norfolk’s interest in theater PPV operation is linked to available
space in the off-base Navy Exchange mall currently under construction. The new
mall is designed to provide a shopping center for collocating the commissary and
Navy Exchange facilities. The commissary was completed recently and opened for
business. The Navy Exchange is scheduled to begin construction in the fall of 1988
and be opened for business by late 1989. Along with the commissary and exchange,
which serve as anchor facilities for the mall, floor space is available for several
additional stores and services.

Space for a PPV theater complex was not included in the initial mall design,
but approximately 17,000 square feet is available.




The best-case scenario for PPV operation of a theater at NB Norfolk would be
for a private operator to finance, construct, and operate a multiscreen theater
similar to those operated in the local community. Such a theater would provide first-
run movies for Norfolk’s ship and shore-based military population and other
authorized users and would allow the base to close its on-base movie operations. The
theater would also be open to the general public, and the location might attract a
larger audience. The theater would be financially independent of NMPS, and the
NB Norfolk MWR office and would rely on its own resources for all phases of
operations.

Analysis of NB Norfolk PPV Feasibility

The decision to analyze the feasibility of a PPV theater operation for the NB
Norfolk mall site was based on several assumptions:

® The private sector would be interested in the off-base location, and such an
operation would be economically feasible.

¢ A minimal land rent would make the location especially attractive to a
private operator.

® A theater — and a select number of stores in the mall — could be opened to
the general public.

® A privately-operated theater could provide the base with easy access to

first-run movies and could genzrate additional revenues for the local or
central NAF.

Based on these initial assumptions, the MWR office believed that a PPV
theater operation might be a feasible approach for NB Norfolk and that a more
complete analysis was required. The remainder of this report provides an analysis of
industry interest in PPV operations, including an economic analysis of what is
required for motion-picture success.

INDUSTRY INTEREST IN PPV OPERATIONS
Overview of the Theater Industry

The theater industry has three major segments: production, distribution, and
exhibition. Over the past 10 years, the dominant trend in the exhibition segment is
that small independent theaters and local chains are being bought out by large
national chains. Four major chains dominate the national market: Lowe’s theaters,




AMC, Cineplex Odeon, and General Cinema Co. Those chains own about 50 percent
of the theaters and show approximately 70 percent of first-run films. A second trend
is that the large chains are establishing their own distribution channels and dealing
directly with the production studios.

The type of theater is also changing. Single, or stand-alone, single-screen
theaters are no longer economically viable for most market areas. The standard for
new theater construction is to locate several screens in a single facility or multiplex
theater. A four-screen multiplex is usually considered a minimum facility for
modern theaters in a competitive market, and some operators feel that six screens
will soon become the minimum standard. Typical practice is for a mall-theater
facility to have shell construction costs paid for by the developer according to
operator specifications. The operator usually pays only for furniture, fixtures, and
equipment and then leases the space from the mall complex.

Theaters in the private sector place a high value on state-of-the-art technology,
such as curved high-resolution screens, surround sound, and Dolby stereo systems to
keep them competitive.

Competition for the exhibition rights to prime films is sharp. The cost for
exhibition rights has been rising and is by far the largest expense incurred in theater
operations.

Table 4 provides a pro forma statement and estimates the annual expenses for
operating a new four-screen multiplex theater.

Analysis of PPV Feasibility

Earlier studies of PPV operations for military theaters have generally been
inconclusive. An NMPS survey of the industry in 1986 showed that most of the
national chains were interested in taking over military theaters, but the study did
not include the details necessary for a complete economic analysis. To date, no
military theaters have operated as PPVs,

The analysis of PPV operations for theaters in general, and of such operations
at the NB Norfolk test site in particular, indicate that military theaters are not well
suited for PPVs. This finding has been strongly supported by information gained
through industry interviews.




TABLE 4

PRO FORMA EXPENSE STATEMENT FOR FOUR-SCREEN THEATER

Expense category?a Annuali cost
Film rental $ 900,000
Salaries & benefits 346,000
Utilities 87,000
Advertising 75,000
Maintenance & supplies 50,000
Taxes, insurance & other 60,000
Mortgage payment on construction & 237,000

equipment

Rent 51,000
Annual Return on Investment 32,000

Total annual costs $ 1,838,000

a Expenses are estimated for a four-screen multiplex built within a 17,000 s.f.
tacility, exhibiting first-run fiims.

The industry considers several significant factors in planning and locating
private-sector facilities:

® Size and composition of the market
® Competition

® Location.
Size and Composition of the Market

While small single-screen theaters were once money-making ventures, the
advent of cable television and videos has forced the theater industry to concentrate
on the first-run film market. At the same time, the size of the market required to
support the multiplex theaters has increased. The national chains typically look to
locate in large metropolitan areas. A general rule of thumb is that a population of
about 18,000 to 20,000 is required to support each screen in a multiplex. All of the
industry representatives contacted expressed the concern that most bases do not
have the concentrated population required to support a first-run multiplex theater.




Upon close examination of the base population, NB Norfolk does not appear to
have a sufficient market to support a theater operation. As shown in Table 1, the
total number of authorized users is estimated at just over 116,000 at any given time.
That full population, however, cannot be considered as the theater market; the
theater market is much smaller for several reasons:

e About 6,200 military family members live on base as opposed to about
40,100 living off base.

e Families living off-base have several theaters to choose from and probably
will not patronize the base theater exclusively.

® The mall commissary and exchange will probably not draw theater
attendance since movie-going and grocery shopping are not typically done
together.

® The theater planned for the NB Norfolk mall is not located in an area
suitable to draw on the local civilian market.

e C(Civilian employees from the base are not likely to make up a large part of
the market since they do not live on base and have several other theaters
from which to choose.

® Military retirees can not be considered as a part of the market since their
participation is minimal.

Based on these considerations, we estimate that the available market for a
four-screen private theater at the Norfolk mall is in the range of 65,000 to
70,000 users. This total falls short of the 72,000 to 80,000 community population
typically required to support such a facility.

Asshown in Table 4, a private-theater operator would have many costs that the
NAF-operated theater avoids. Those costs include Federal and state income taxes,
insurance premiums, advertising and film rental, and amortization of construction
costs. In addition, the private owner would have to maintain an after-tax profit of
between 5 to 10 percent. To enable a four-screen multiplex theater with full market
ticket prices to be profitable would require annual sales of over 367,000 tickets. (A
rule of thumb for the industry is that a movie with high box office sales will attract
about one out of every 100 people for the life of the film.) It must be noted that this
volume is more than four times the number of tickets sold in the on-base theater and
discount ticket program combined. Another comparison is that about one out of
every six military personnel would have to attend at least one movie every day.




Competition

Industry competition in the Tidewater Virginia area is particularly intense.
Currently, the area supports more than 50 screens, and plans call for expansion
within the next few years. The consensus in the industry is that the market will be
overbuilt within 5 years. Being located in such a competitive market limits the
opportunities for a theater at NB Norfolk to rely on civilian attendance.

Location
Several site-specific factors of the theater planned for the NB Norfolk mall also
limit its marketability. The following are the most significant:

® NB Norfolk is not geographically suited to retail development. The
highway outside the base merely supports traffic to and from the naval
base. Evening traffic is very limited.

® Noresidential developments are near the base.

® At the mall, the general public would only have access to the theater and
food emporium and these would not be a draw for the general public.

® Private theaters located in large full-scale mall developments have a much
greater marketability and will continue to be strong.

Some of these disadvantages are supported by the fact that the two private
theaters located nearest to the base are not considered marketable for first-run
movies.

ANALYSIS OF ALTERNATIVES FOR NB NORFOLK

Along with the PPV option, we analyzed three alternatives for operating the
NB Norfolk theater: the status quo operation, subsidized private operation, and
closing the on-base theater. Each of these alternatives, along with their major
advantages and disadvantages, is explained below.

The Status Quo Operation

One alternative for NB Norfolk would be to continue the on-base theater
operation and discount ticket program operation by the MWR service.




Advantages

® NB Norfolk is able to provide second-run movies in its on-base theater at
minimal cost to the Service member. At the same time, it is able to offer
discount prices for first-run, off-base theaters.

® The base is provided with a revenue source for theater operations and the
local NAF.

® The facility is maintained from appropriated funds.

Disadvantages
® NMPS is not reimbursed by the base for film rentals.

® The strain on central NATF to subsidize NMPS’s shore-based theaters will
continue.

® No first-run movies will be offered within easy access of the base.
Subsidized Construction and Operation

Constructing and operating a PPV theater at NB Norfolk’s mall location can be
structured to be economically feasible but only at considerable expense to the Navy.
The industry is looking for three substantial guarantees before entering the world of
military theaters: guarantees on the number of ticket sales required to meet their
minimal after-tax profit requirements; guaranteed buy-back clauses in the event of
failure; and, in some cases, guaranteed Government financed construction.

Advantage

The advantage of a subsidized PPV at NB Norfolk would be that first-run
movies would be offered within walking distance of NB Norfolk.

Disadvantages

® The ability of the central NAF to finance theater construction is improbable
because of the rapidly diminishing funds for construction grants and loans.

® Ticket prices would be set at market prices.

® The Navy would have to guarantee covering the operators’ costs in the
event of failure. Given the limited base market, this guaranty carries a
high risk.
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Close NB Norfolk's On-Base Theater

Under the third alternative analyzed, the Navy would close the base theater,
and MWR services would rely exclusively on their discount ticket programs.

Advantages

This alternative has no major advantages. Cost savings to the central NAF
would be minimal if NMPS dropped NB Norfolk from the movie circuit. Film rental
is based on product and not on the number of locations at which the product is shown.
Cost savings to the central NAF could only be achieved if all nonremote on-base
theaters were to shut down operations.

Disadvantages

The diadvantages of closing the theater at NB Norfolk are that no theater
would be within walking distance of the installation and approximately
$65,600 gross annual revenues would be lost by the local NAF.

CONCLUSIONS AND RECOMMENDATIONS

The critical issue for the Naval Military Personnel Command (NMPC) is
whether to pursue a Navy-wide or global strategy for all NAF-supported theater
activities. Nonappropriated funding to support these operations is currently
provided through annual payments to NMPS of about $2 million per year. Revenues
from Navy theaters are not returned to the central NAF to cover these subsidies. At
some point, NMPC will deplete its grant and loan funds for capital projects. Private
theater development is not an economically feasible option to providing new on-base
theaters. NMPC will ultimately have to make a Navy-wide decision on the
feasibility of keeping NAF-supported movie theaters.

The following is a summary of our conclusions and recommendations.

@ The proposed mall theater at NB Norfolk would not make a successful PPV
and should not be considered. The on-base population does not provide a
sufficient market for covering the construction and operations costs of a
PPV theater and the location of the mall is not well suited for retail
development. The theater probably could not attract a large enough market
even if it were opened to the general public.

® Military theaters are not good candidates for PPV operations. Given the
limited market of NB Norfolk, which is one of the Navy’s largest bases, it is
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highly unlikely that PPV operation would be feasible at other, smaller
bases. We do not recommend that a second test site be studied.

We recommend that NB Norfolk maintain the status quo operation of its on-
base theater and discount ticket programs. Operating the theater does not
place a strain on the local NAF and in fact pays for itself with a slight profit.
In addition, dropping the Norfolk theater from the NMPS circuit would not
produce any significant cost savings to the central NAF.

NMPC needs to develop a global strategy for reducing subsidies on NAF-
supported theaters. We recommend that Phase II of this study identify and
analyze alternatives for such a strategy. Such a strategy might include the
following actions:

» Closing all NAF-supported base theaters and relying on discount ticket
purchases

» Combining Navy activities with the Army and Air Force Exchange
Service Theater Programs.

» Raising ticket prices and providing payments directly to NMPC to cover
all NAF costs.
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